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Under the Tax Reform Act of 1986, Pub. L. 99-514,
100 Stat. 2085, Congress changed the reporting nmethod
for long-termcontracts fromthe conpl eted contract
met hod to the percentage of conpletion nethod. Under
t he percentage of conpletion nethod of sec. 460(b),
| . R C., taxpayers are required to include in incone
during the years of construction a portion of the
“estimated contract price.” In promulgating sec.
1.460-6(c)(2)(vi), Income Tax Regs., the Secretary
concluded that the term“estimated contract price”
i ncl udes anounts related to contingent rights and
obl i gations, regardl ess of whether the “all events
test” has been net. R relying on the plain neaning of
the statute and its legislative history, contends that
the regulation is a valid interpretation of the statute
that satisfies congressional intent. P contends that
the all events test is a fundanental tax principle that
cannot be ignored w thout an express mandate from
Congr ess.
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Hel d: Sec. 1.460-6(c)(2)(vi), Incone Tax Regs.,
is a reasonable interpretation of the statute, conports
with the | egislative history, and, accordingly, is
val i d.

Marilyn Barrett, for petitioner.

Steven M Roth and Jonathan H. Sloat, for respondent.

OPI NI ON

GERBER, Judge: Pursuant to Rule 121,! this matter is before
the Court on petitioner’s notion for partial sunmmary judgnent.
The parties seek to determne, as a matter of |aw, whether
section 1.460-6(c)(2)(vi)(A and (B), Income Tax Regs., is
invalid to the extent it contains no requirenent that disputed
| ong-termcontract clains neet the “all events test” to be
i ncludable in the estimated contract price within the context of
section 460.

Summary judgnent may be granted if the pleadings and ot her
mat eri al s denonstrate that no genuine issue exists as to any
material fact and that a decision nay be entered as a matter of

law. See Rule 121(b); Sundstrand Corp. v. Conm ssioner, 98 T.C

518, 520 (1992), affd. 17 F.3d 965 (7th Cr. 1994). There is no

genui ne issue as to any material fact with respect to the

1 Unless otherwise indicated, all Rule references are to
the Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code in effect for the
t axabl e years at issue.
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specific legal issue before us, and, accordingly, this nmatter is
ripe for judgment on the contested issue as a matter of law.  See
Rul e 121(b).

Backgr ound

Petitioner was organi zed pursuant to the laws of the State
of California on June 15, 1981. At the tinme its petition was
filed, petitioner’s principal place of business was in Syl mar,
Cal i fornia.

Petitioner is a general contractor in the construction
i ndustry for public works projects, including highways and
gover nnent - owned bui |l di ngs, and | arge-scal e private devel opnents,
such as office towers. Petitioner enters into contracts either
on a fixed price basis or on a cost-plus basis. Al of the
contracts in issue in this case are fixed price contracts. 1In a
fixed price contract, contractors fornulate their bids on the
basis of the information contained in the architectural and
engi neering draw ngs, designs, and geol ogi cal reports provided by
the contracting agency. Due to changes in draw ngs or designs,
cust oner - caused del ays, errors in the specifications of the
drawi ngs, designs, or reports, or other unanticipated del ays,
additional work by the contractor is commonly required to
conplete the job satisfactorily.

The contracts in question obligate petitioner to conplete

the job, and if it failed to do so, petitioner would be liable to
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t he governnent agency that is a party thereto (contracting party)
for damages. Each of the contracts provided for |iquidated
damages in the event petitioner failed to conplete the job or did
not otherwise fulfill its contractual obligations. The contracts
al so provided for a retention of a specified percentage of the
contract price until the contracting party conpleted review of
the job and accepted it as conpleted. Petitioner submtted
certain change orders on the contracts in question that were
denied by the other contracting party. Petitioner followed the
requi red procedures for submtting clainms and for appealing
adverse determ nations on disputed cl ai ns.

For Federal inconme tax purposes, petitioner was subject to
section 460 for the reporting of inconme fromlong-termcontracts.
Wi le petitioner reported inconme fromits long-termcontracts
under the percentage of conpletion nethod, it enployed the all-
events test to govern incone recognition fromdi sputed clains.
Thus, petitioner did not include incone fromdisputed clains when
estimating the total contract price under the percentage of
conpl eti on nmethod, but petitioner instead reported as incone only
the portion of disputed clains actually awarded to petitioner in
the taxable year in which either a settlenent was entered into,
an arbitration award was determ ned, or a court rendered

j udgnent .



- 5 -

Respondent contends that the incone fromthe disputed clains
shoul d be included in the total contract price as required by
section 1.460-6(c)(2)(vi), Incone Tax Regs. Petitioner contends
t hat di sputed clains should, as a matter of |law, be reported in
accord with the all events test and included in incone in the
taxabl e year in which incone fromthe disputed claimis
ultimately awarded. Petitioner contends that, to the extent the
all events test has not been enpl oyed, section 1.460-6(c)(2)(vi),
| ncone Tax Regs., is invalid.

Di scussi on

Section 460 contains special rules for long-termcontracts
and generally requires the use of the percentage of conpletion
met hod for tax reporting. To the extent that a taxpayer
underestimates the percentage conpleted or the anmount i ncludable
in incone, section 460(b) provides for “look-back” interest to be

paid by the taxpayer.?

2 Sec. 460(b) provides:

(2) Look-back nethod.--The interest conputed under the
| ook-back method of this paragraph shall be determ ned
by- -

(A) first allocating inconme under the
contract anong taxable years before the year in
whi ch the contract is conpleted on the basis of
the actual contract price and costs instead of the
estimated contract price and costs,

(B) second, determning (solely for purposes
of conputing such interest) the overpaynent or
(continued. . .)



- b -

Section 460 was enacted by the Tax Reform Act of 1986, Pub.
L. 99-514, sec. 804(a), 100 Stat. 2385. Prior to 1986, incone
fromlong-termcontracts could be accounted for under one of two
alternative nethods: the percentage of conpletion nethod or the
conpl eted contract nethod. Under the percentage of conpletion
met hod, inconme was recogni zed according to the percentage of the
contract conpleted during each taxable year. The determ nation
of the portion of the contract conpleted during the taxable year
could be made either by (1) conparing the costs incurred during
the year to the total estimated costs to be incurred under the
contract, or (2) conparing the work performed during the year
with the estimted total work to be perforned. See sec. 1.451-

3(c)(2)(i) and (ii1), Inconme Tax Regs.

2(...continued)

under paynent of tax for each taxable year referred
to in subparagraph (A) which would result solely
fromthe application of subparagraph (A), and

(© then using the overpaynent rate
establ i shed by section 6621, conpounded daily, on
t he overpaynent or underpaynent determ ned under
subpar agr aph (B)

For purposes of the precedi ng sentence, any anount
properly taken into account after conpletion of
the contract shall be taken into account by

di scounting (using the Federal md-termrate
determ ned under section 1274(d) as of the tine is
so properly taken into account) such anmount to its
val ue as of the conpletion of the contract. The
taxpayer may elect with respect to any contract to
have the precedi ng sentence not apply to such
contract.
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Under the conpleted contract nethod, the entire gross
contract price was included in inconme in the taxable year in
whi ch the contract was finally conpleted and accepted. All costs
properly allocated to a long-termcontract were deducted in the
year of conpletion. See sec. 1.451-3(d), Incone Tax Regs.
Regul ati ons under the conpleted contract nmethod provided that any
di sputed item of incone which was properly allocable to a | ong-
termcontract and which was not included in gross inconme in a
prior taxable year should be included in gross incone in the
taxabl e year in which any such dispute is resolved. See sec.
1.451-3(d)(3), Incone Tax Regs.

Section 460, enacted in 1986, as applicable to |long-term
contracts entered into after February 28, 1986, required
t axpayers to conpute inconme under either the “percentage of
conpl etion capitalized cost nethod” or the percentage of
conpl etion nmethod. Under the percentage of conpletion
capitalized cost nethod, taxpayers were required to report 40
percent of the contract itens under the percentage of conpletion
met hod of accounting and were permtted to report the remaining
60 percent of the contract itens under their normal nethod of
accounting. The proportion of contract itens required to be
reported under the percentage of conpletion nethod was
subsequently increased several tinmes. Utimtely, by the

enact nent of the Omi bus Budget Reconciliation Act of 1989, Pub.
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L. 101-239, 103 Stat. 2106, 100 percent of contract itens for
| ong-termcontracts entered into on or after July 11, 1989, had
to be reported under the percentage of conpletion nethod.

Under the percentage of conpletion nmethod of accounting,
income fromthe contract nust be reported over the life of the
contract, and expenses nust be deducted in the year incurred.
The reportable incone for each year is calculated as foll ows:
the total contract costs incurred through the end of the tax year
are divided by the total estimated contract costs, and then
mul tiplied by the total contract price; the product of this
multiplication is reduced by gross incone fromthe contract

reported for prior years. See sec. 460; Caneron v. Conm Ssioner,

105 T.C. 380 (1995), affd. sub nom Broadway v. Conm ssioner, 111

F.3d 593 (6th Cr. 1997).

Under section 460(b), a taxpayer is required to apply the
“l ook- back nethod” upon a contract’s conpletion (and possibly
again after a postconpletion event) to conpensate the prejudiced
party (taxpayer or Governnent) for a taxpayer’s overestimtion or
underestimation in applying the percentage of the conpletion
met hod. Under this nmethod, the taxpayer reconputes its incone
tax (theoretically--since, in reality, taxpayers do not anmend any
tax returns) for each year of the contract using the actual
contract price and costs instead of estimates. Based on this

reconciliation, the taxpayer pays interest to the Governnent on
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any hypot hetical underpaynents of tax and receives interest from
t he Governnent on any hypot hetical overpaynents of tax.

| f an anount of revenue or cost attributable to a conpleted
| ong-termcontract is properly taken into account in a
post conpl etion year, section 460(b)(1)(B) requires a taxpayer to
reapply the | ook-back nmethod in that postconpletion year unless
t he taxpayer elects otherwise. For this purpose, section
460(b) (2) requires a taxpayer to discount the anount of revenue
or cost to its present value as of the contract’s conpletion date
and to redetermine the contract’s “actual contract price”.

Promul gated in October 1990, section 1.460-6(c)(2)(vi),
| ncone Tax Regs., 55 Fed. Reg. 41665-01 (Cct. 15, 1990),
provi des:

(vi) Anmount treated as contract price--(A) Cenera

rule. The amount that is treated as total contract

price for purposes of applying the percentage of

conpl etion nethod and reappl ying the percentage of

conpl eti on nmet hod under the | ook-back nethod under Step

One includes all anounts that the taxpayer expects to

receive fromthe custonmer. Thus, anmounts are treated

as part of the contract price as soon as it is

reasonably estimated that they will be received, even
if the all-events test has not yet been net.

(B) Contingencies. Any anmobunts related to
contingent rights or obligations, such as incentive
fees or anmounts in dispute, are not separated fromthe
contract and accounted for under a non-long-term
contract method of accounting, notw thstandi ng any
provision in 8 1.451-3(b)(2)(ii), (iii), (iv), and 8§
1.451-3(d)(2), (3), and (4), to the contrary. |Instead,
t hose anounts are treated as part of the total contract
price in applying the percentage of conpletion nethod
and the | ook-back nethod. For exanple, if an incentive
fee under a contract to manufacture a satellite is
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payabl e to the taxpayer after a specified period of

successful performance, the incentive fee is includible

in the total contract price at the time and to the

extent that it can reasonably be predicted that the

performance objectives will be net, for purposes of

both the percentage of conpletion nethod and the | ook-

back nmethod. Simlarly, a portion of the contract

price that is in dispute is included in the tota

contract price at the tinme and to the extent that the

t axpayer can reasonably expect the dispute wll be

resolved in the taxpayer’s favor (w thout regard to

when the taxpayer receives paynent for the anount in

di spute or when the dispute is finally resol ved).
Sec. 1.460-6(c)(2)(vi)(A and (B), Inconme Tax Regs. Thus, under
the regulation, the total contract price used in the percentage
of conpletion calculation includes any anmounts attributable to
contingent rights or obligations.

Petitioner argues that (i) the regul ation does not inplenent
t he congressional mandate as required under applicable law, (ii)
the regulation attenpts to “repeal”, wthout clear and explicit
congressi onal support, the all events test, which has been
recogni zed as a fundanental tax principle; (iii) respondent
attenpts to usurp Congress and supersede the | ook-back nethod by
i ssuance of the regulation to address timng differences; and
(iv) the regulation is not reasonable in view of prior |aw and
usage and is not reasonable in application.® Respondent argues
that it is reasonable to require a taxpayer to estimate the total

contract price of a long-termcontract and, thus, to include a

3 Petitioner is not arguing that inconme arising out of
contingenci es and di sputes be excluded fromthe | ook-back nethod.
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disputed claimrelated to that contract as soon as it is
reasonably estimated that inconme fromthe claimw || be received.
Respondent maintains that the regulation s inclusion of disputed
clainms in the percentage of conpletion nethod satisfies
congressional intent and is therefore valid.

Validity of Sec. 1.460-6(c)(2)(vi), Incone Tax Regs.

A. St andard of Revi ew

Regul ations are either legislative or interpretive in

char act er. See Estate of Pullin v. Conm ssioner, 84 T.C. 789,

795 (1985). An interpretive regulation is issued under the
general authority vested in the Secretary by section 7805,
whereas a legislative regulation is issued pursuant to a specific
congressional delegation to the Secretary. Section 1.460-
6(c)(2)(vi), Income Tax Regs., appears to be issued under the
regul atory authority of section 460(h). Respondent, however,
conceded that this regulation is interpretive. Accordingly, we
need not determ ne whether this regulation is |legislative or
interpretive in nature. W note, however, that our hol ding would
be the sane regardl ess of whether we use the standard enpl oyed
for legislative or interpretive regul ati ons.

An interpretive regulation, while entitled to deference, is
not entitled to as nuch deference as is accorded a |l egislative

regul ation. See United States v. Vogel Fertilizer Co., 455 U S

16, 24 (1982). Moreover, the standard of deference accorded to
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an interpretive regulation sets only “the framework for judicial

analysis; it does not displace it.” United States v. Cartw.i ght,

411 U. S. 546, 550 (1973). Under the traditional standard of
review, interpretive regulations are to be found valid if they
““inplement the congressional mandate in sone reasonabl e

manner’ " . Nati onal Muffler Deal ers Association, Inc. v. United

States, 440 U. S. 472, 476 (1979) (quoting United States v.

Correll, 389 U S 299, 307 (1967)).
A regul ation may not contradi ct the unanbi guous | anguage of

a statute. See Ctizen's Natl. Bank v. United States, 417 F.2d

675 (5th Cr. 1969); Hefti v. Comm ssioner, 97 T.C 180, 189

(1991), affd. 983 F.2d 868 (8th G r. 1993). Unless an
interpretive regulation is unreasonabl e and plainly inconsistent

with the statute, it should be sustained. See Bingler v.

Johnson, 394 U. S. 741, 750 (1969). However, even if a regul ation
does not directly contradict the |anguage of the statute it
purports to interpret, the regulation may still be invalid if it
is fundanentally at odds with or inconsistent with the statute’s

origin and purpose.* See United States v. Vogel Fertilizer Co.,

“ W are mindful that the choice anong reasonable statutory
interpretations is for the executive branch of Governnent and not
the courts. See National Miffler Dealers Association, Inc. V.
United States, 440 U.S. 472, 488 (1979). The issue is whether
the Secretary’ s interpretation of the statute is a reasonable
one, not whether it is the best or only one. See Brown v. United
States, 890 F.2d 1329, 1338 (5th Cr. 1989). Wen the regulation
i npl enents in sone reasonabl e manner the congressional intent

(continued. . .)
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supra at 26; CM Farns, Inc. v. Conm ssioner, 79 T.C 1054, 1062

(1982), affd. 755 F.2d 790 (11th Gr. 1985).

B. Analysis
Under the test articulated in Chevron U S A, Inc. V.
Natural Res. Def. Council, Inc., 467 U S. 837 (1984), the first

guestion we nust ask when review ng an agency’s interpretation of
a statute i s whether Congress has addressed the precise question
under consideration and has expressed its intent as to its
resolution. The exam nation should begin with the | anguage of

the statute. See Consuner Prod. Safety Comm. v. GIE Syl vani a,

Inc., 447 U.S. 102, 108 (1980); Abourezk v. Reagan, 785 F.2d

1043, 1053 (D.C. Cr. 1986).

I n deci di ng whether the regul ation conports with the
statute’s plain | anguage, we |ook to the ordinary usage or
settl ed neanings of the words used in the statute by Congress.

See Lynch v. Alworth-Stephens Co., 267 U. S. 364, 370 (1925).

There is a strong presunption that Congress expresses its

intention through the | anguage it chooses. See INS v. Cardoza-

Fonseca, 480 U.S. 421, 432 n.12 (1987). Section 460 contains the

4(C...continued)
underlying a provision, courts are not at liberty to strike down
the regul ation nerely because the taxpayer offers a nore
attractive statutory interpretation. See id.
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phrase “estimated contract price”.® This |anguage indicates that
Congress was aware of the fact that taxpayers were being required
to estimate when using the percentage of conpletion nethod in
accounting for long-termcontracts. The fact that section
460(b) (2) (A) requires a taxpayer to substitute “actual contract
price and costs” for “estimted contract price and costs” when
appl ying the | ook-back nethod at the contract’s conpletion
underscores the fact that the total contract price used in the
percent age of conpletion nethod cal culation is an estimate of the
total contract price and is likely to change during the
performance of the contract. This conceptual underpinning is the
antithesis of the all events test.®

The term “esti nmated” does not necessarily include, as
respondent contends, revenues fromdi sputed clainms. The term
“estimate,” however, does not preclude the possibility that

Congress intended that disputed clains be included. |In any

> The parties do not dispute the definition of the term
“estimated”. According to the dictionary, “estimte” neans to
judge tentatively or approximately the value, worth or
significance of; to determ ne roughly the size, extent, or nature
of; or to produce a statenent of the approximte cost of. See
Merriam Webster’s Tenth Collegiate Dictionary 397 (1997).

6 Furthernmore, in a nunber of tax accounting cases, the
Suprenme Court has decided that estimates of anticipated expenses
are not accruable as deductions under the all events test. See
United States v. General Dynamcs Corp., 481 U S. 239, 243-244
(1987). The repeated use of the word “estinmated” indicates that
standard princi ples of accrual accounting, including the al
events test, are not determ native.
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event, there is nothing in the regulation that contradicts the
pl ai n | anguage of the statute.

As stated above, even if a regulation does not clearly
contradict the |language of the statute it purports to interpret,
the regulation may still be invalid if it is fundanentally at
odds with or inconsistent with the statute’s origin and purpose.

See United States v. Vogel Fertilizer Co., supra at 26; COM

Farns, Inc. v. Conmmi ssioner, supra at 1062. Because t he use of

the word “estinated”, al one, does not reveal the congressional
intent, we nust determ ne whether the regulation harnonizes with
and i npl ements the congressional mandate in sonme reasonable
manner .

There is no doubt about Congress’ concern that the conpleted
contract nethod of accounting for long-termcontracts permtted
an unwarranted deferral of the inconme fromthose contracts. See
S. Rept. 99-313 (1986), 1986-3 C.B. (Vol. 3) 140; sStaff of the
Joint Comm on Taxation, General Explanation of the Tax Reform
Act of 1986, at 527 (J. Comm Print 1987). Congress sought to
limt the tax deferral obtainable through use of the conpleted
contract method by requiring taxpayers to report inconme from
| ong-term contracts on a percentage of conpletion nethod. It was
recogni zed that use of the percentage of conpletion nethod could
produce harsh results for taxpayers where an overall |oss was

experienced or where actual profits were significantly | ess than
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projected. Thus, Congress provided for a “look-back” to account
for variances between the estimted and the actual figures.

Al though there is no specific support in the |legislative
hi story for respondent’s position, use of the terns “expected”
and “antici pated’” | ends support to respondent’s position and is
hel pful to our consideration. The House report described the
i ntended operation of the percentage of conpletion nethod as
fol |l ows:

I ncome fromall long-termcontracts nust be reported
under the percentage of conpletion nmethod based on the
expected costs rather than physical conpletion. Thus,

t he amount of gross inconme froma |ong-termcontract
recogni zed in a particular taxable year generally is
that proportion of the expected contract price that the
anmount of costs incurred through the end of the taxable
year bears to the total expected costs, reduced by
anounts of gross contract price that were included in
gross incone in previous taxable years. [H Rept. 99-
426 (1986), 1986-3 C.B. (Vol. 2) 630; enphasis added.]

I n describing the operation of the |ook-back nmethod, the
Staff of the Joint Commttee on Taxati on added:

In the taxable year in which the contract is
conpleted, a determ nation is nmade whet her the taxes
paid with respect to the contract in each year of the
contract were nore or |less than the anount that would
have been paid if the actual gross contract price and
the actual total contract costs, rather than the
anticipated contract price and costs, had been used to
conpute gross incone. [Staff of Joint Comm on
Taxation, General Explanation of the Tax Reform Act of
1986, at 528 (J. Comm Print 1987); enphasis added.]

*

* *
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Wiile it is clear that Congress intended the total contract
price to be conmputed by neans of an estinate, the legislative
hi story contains no reference to disputed or contingent itens.
Furthernore, there is no explicit indication as to whether the
all events test applies. There is a reference to conti ngent
itens in the General Explanation of the Tax Reform Act of 1986,
whi ch contains the statenent that “For purposes of the ‘I ook-
back’ nmethod, the contract price shall reflect all anobunts
recei ved under the contract, including anounts received after the
contract conpletion date as a result of disputes, litigation or
settlenents relating to the contract.”” |d.

Because di sputed clains are includable in the | ook-back
conputation, an earlier inclusion of disputed claims will result
in small er underpaynents and interest. Thus, requiring taxpayers
to treat disputed clains as part of the contract price as soon as
it is reasonably estimated that they will be received harnonizes

wth the statute’s overall purpose, as reflected by its

" While the General Explanation of the Tax Reform Act of
1986 does not rise to the level of legislative history because it
is prepared by congressional staff after enactnent of the
statute, it has been considered highly indicative of what
Congress did, in fact, intend and we take it into consideration.
See Staff of Joint Comm on Taxation, General Explanation of the
Tas Reform Act of 1986 (J. Comm Print 1987); Estate of \Wall ace
v. Comm ssioner, 965 F.2d 1038, 1050-1051 n.15 (11th Gr. 1992);
FPC v. Menphis Light, Gas & Water Div., 411 U S. 458, 472 (1973)
(indicating that the CGeneral Explanation of the Tax Reform Act is
a probative contenporary indication of the effect of a statutory
provi si on).
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| egislative history. Based on indications in the legislative
hi story that Congress was concerned with taxpayer deferral of
income, a reqgulation requiring all revenues to be reasonably
estimated and included in the total contract price conports with
t hat congressional intent.?®

Petitioner makes several contrary argunments. First, it
contends that inplicit in the enactnent of the | ook-back nethod
i's congressional approval of the all events test. The all events
test, which was devel oped as case | aw and enbodied in
regul ations, applies to accrual nethod taxpayers and is used in
determ ning the taxable year in which itenms of incone or
deductions are properly reported by such taxpayers. Under
section 1.451-1(a), Incone Tax Regs., incone is includable in
gross incone when all the events have occurred which fix the
right to receive such inconme and the anount thereof can be
determ ned with reasonabl e accuracy. Under the all events test,

di sputed clains to incone are not accruable until a settlenent is

8 W also note that the regul ati on has been in existence
w t hout relevant change since its pronmulgation in 1990, and
during its existence Congress has anmended section 460 w thout
anendi ng section 460(b) to alter the regulation’s interpretation
of the statute. Under the successive reenactnent doctrine, if
Congress reenacts w thout change the statutory |anguage that has
been construed by the agency adm nistering that statute,
Congress’ decision not to change that statutory | anguage may be
persuasi ve evi dence that the agency’ s construction is the one
i ntended by Congress. See Commpbdity Futures Trading Comm. V.
Schor, 478 U.S. 833, 845-846 (1986).
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entered into or a judgnent is rendered and all appeals are

exhausted. See United States v. Safety Car Heating & Lighting

Co., 297 U S. 88 (1936). Petitioner contends that a fundanental
tax principle cannot be “repeal ed’”® by respondent w thout
explicit congressional authorization, and no such authorization
is present in this case.

It is true that Congress did not explicitly state that the
all events test should not apply with respect to contingent itens
for purposes of long-termcontracts. However, because the
section 460 version of the percentage of conpletion nethod is a
sel f-contained, statutorily created form of accounting nethod
whi ch varies substantially fromprior accrual accounting
met hodol ogy, we do not believe that an explicit statement from
Congress regarding the all events test is necessary to validate
the regul ation. The section 460 approach to the percentage of
conpletion nethod is the nethod of accounting that Congress chose
for the reporting of long-termcontract incone in order to nodify
the deferral of incone previously permtted. Wile section
1.451-3(d)(3), Income Tax Regs., incorporated aspects of the al
events test under the conpleted contract nethod, Congress is free

to change the method of accounting with respect to | ong-term

°® Petitioner’s use of the term“repealed” is a m snoner
because the all events test was devel oped as a principle of case
| aw and enbodied in regulations. Congress has inplicitly
approved of this principle by not subsequently | egislating
ot herw se.
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contracts without retaining the all events test or explicitly
stating that the all events test is not to be utilized.

Petitioner also contends that the section 460(b)(1)(B)
parent hetical |anguage “wth respect to any anmount properly taken
into account after conpletion of the contract, when such anount
is properly taken into account” indicates an intent to include
the all events test as part of the percentage of conpletion
met hod. Wiile this | anguage does contenpl ate the resol ution of
sone itens after the year the contract is conpleted, there is no
i ndi cation that Congress intended this | anguage to incorporate
the all events test in the percentage of conpletion nmethod of
section 460. The phrase “anount properly taken into account
after conpletion of the contract” could include anounts properly
taken into account for reasons unrelated to the all events test.
For exanple, it is possible for a long-termcontract to be
conplete for tax purposes even though the taxpayer reasonably
expects to incur additional unforeseeable costs in a post-
conpletion tax year. It is also possible that contingent itens,
such as disputed clains, cannot be reasonably estimted before
the conpletion of the contract, in which case revenue fromthose
di sputed clains would not be taken into account until after the
conpletion of the contract. WMreover, the parenthetical |anguage
indicates an intent to use the all events test for purposes of

adjusting the “actual” contract price. Cf. sec. 460(b)(2); sec.



- 21 -

1.460-6(c)(1)(ii)(A), Inconme Tax Regs. However, the “actual”
contract price is to be contrasted wwth the “estimated” contract
price, the latter of which is not governed by the all events
test. Thus, we decline to read the parenthetical |anguage as
evi dence of congressional intent to apply the all events test to
taxpayers’ disputed clainms for purposes of conputing the
estimated contract price.

Furthernore, the | anguage relied on by petitioner is
enpl oyed in the context of how the | ook-back nethod operates.
Taxpayers are required to apply the | ook-back nmethod to any
anounts that are taken into account after conpletion of the
contract. Thus, if inconme is received and properly accounted for
5 or 10 years after conpletion of the contract, those revenues
are di scounted back to the year of conpletion, and the | ook-back
met hod is applied. Such application would likely result in
under paynent interest due by the taxpayer if post-conpletion
revenues were not included in the estimted total contract price
at the tine it was reasonably expected that they woul d be
recei ved by the taxpayer.

In addition, requiring the inclusion of an estinmate of
di sputed clains in the total contract price as soon as the
t axpayer reasonably expects to receive themw || reduce the
i kelihood that a taxpayer will have to pay | ook-back interest.

The purpose of the | ook-back nethod is to offset the tine-val ue
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effects of using estimates during the l[ife of a contract that may
differ fromthe actual anmounts determ ned upon conpl etion

Because the all events test does not recognize inconme until it is
fixed and determ nable, requiring use of the all events test
woul d render noot any “estimating” of the total contract price,
lead to additional timng differences (incone deferrals) and
likely require taxpayers to pay nore | ook-back interest.

Moreover, the statute by its plain | anguage calls for the use of
“estimated” contract price and costs.

Petitioner relies on Professional Equities, Inc. v.

Commi ssioner, 89 T.C 165 (1987), contending that we should

declare the “contingent itens” regulation invalid to the extent
it purports to regulate the contents of a long-termcontract’s

total contract price. W do not view Professional Equities, Inc.

as support for invalidation of the subject regulation. The

tenporary regul ation considered in Professional Equities, lnc.

was designed to overturn a long line of precedent beginning with

the holding in Stonecrest Corp. v. Conm ssioner, 24 T.C 659

(1955). In Stonecrest Corp., we held that the “assuned” and

“subject to” rules in the regulations interpreting forner section
453(c) did not apply to waparound nortgages. The regul ation at

issue in Professional Equities, Inc. was at variance with the

Stonecrest Corp. line of cases as well as being at odds with the

| anguage of the statute. |In Professional Equities, Inc. V.




- 23 -

Conmm ssi oner, supra at 180, we invalidated the tenporary

regul ati on and concluded that the Secretary did not have
discretion to “reach a result contrary to the basic objective of
the statute by requiring the recognition of additional gain
beyond what is proportionately reflected in the paynents received
during the first year.”1® The regulation we consider here is a
reasonable interpretation of the statutory intent and in harnony
with the overall purpose of the legislative initiative. Thus, we

do not view Professional Equities, Inc. as instructive with

regard to the validity of the subject regul ations.

Finally, petitioner argues that the subject regul ations
shoul d be declared invalid because of the alleged difficulty for
taxpayers to determ ne when they have a reasonabl e expectation of
recovery on a disputed claim W recognize that the regulation’s
“reasonabl e expectancy” standard may result in difficulties in
the determ nation of when a contingent item can be reasonably
expected to be received. By pronulgating such a regul ation,
respondent may be called upon to determ ne when it is reasonably
foreseeable that a contingent itemw /||l be received by a
taxpayer. This may not be an easy task, and in petitioner’s
case, there is no indication whether respondent will prevail in

such a controversy. However, difficulty of this kind is not a

10 The Court also noted that the regul ation was “tortuously
conpl ex” and was not conpatible with the goals of the statute.
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reason to invalidate the regulation; the determ nation of when a
contingent itemcan be reasonably expected to be received can be
made on a case-by-case basis. The regulation is a reasonable
interpretation of, and plainly consistent with, the underlying
statute. !

In light of the foregoing, we hold that section 1.460-
6(c)(2)(vi), Income Tax Regs., is valid because it harnonizes
with the plain | anguage, origin, and purpose of section 460.

We have considered the parties’ remaining argunents and find
themeither irrelevant or unnecessary for resolving the parties’
controversy. To reflect the foregoing,

An order will be issued

denyi ng petitioner’'s notion for

partial summary judgnment.

11 Al t hough petitioner’s position may al so be a reasonabl e
interpretation, we are constrained to uphold the regulation if it
has a reasonable basis in the statutory history, even though
petitioner’s chall enge may have sone | ogical force. See Pagel
Inc. v. Conmm ssioner, 91 T.C 200, 218 (1988), affd. 905 F. 2d
1190 (8th Cir. 1990).




